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THE  SECRETARY  OF  HEALTH  AND  HUMAN  SERVICES 

WASHINGTON.  D  C  20201 


AUG  I  4  1990 


The  Honorable  Dan  Quayle 
President  of  the  Senate 
Washington,  D.C.  20510 


Dear  Mr.  President: 


Under  the  Omnibus  Budget  Reconciliation  Act  of  1989 
(P.L.   101-239),  payment  for  physicians'  services  under  Part  B  of 
Medicare  will  be  made  on  the  basis  of  a  fee  schedule,  with  phase- 
in  beginning  in  1992  and  full  implementation  in  1996.     Under  this 
schedule,  referred  to  as  the  Medicare  Fee  Schedule  (MFS) ,  payment 
for  each  service  will  be  determined  by  the  relative  value  for 
that  service,  adjusted  for  the  full  geographic  differences  in 
practice  expenses  and  malpractice  expenses,  but  only  2  5  percent 
of  the  geographic  differences  in  the  value  of  physicians'  work. 
The  law  requires  a  report  on  the  impact  of  the  MFS  on  payments  to 
eligible  organizations  with  risk-sharing  contracts  under  section 
1876  of  the  Social  Security  Act.     Eligible  organizations  are 
health  maintenance  organizations  (HMOs)   and  competitive  medical 
plans  (CMPs)   that  provide  health  care  services  to  their  enrollees 
in  return  for  fixed  predetermined  premium  payments.     The  law  also 
requires  recommendations  for  changes  in  the  methodology  used  to 
pay  eligible  risk-sharing  organizations.     The  analysis  in  the 
report  is  limited  to  the  impact  of  the  MFS.     It  does  not  include 
any  estimate  of  the  Medicare  Volume  Performance  Standard  on  the 
fee  schedule  update  and,  hence,  on  the  adjusted  average  per 
capita  cost  (AAPCC)   since  this  impact,  while  potentially 
significant,   is  inestimable  using  available  data.     This  letter 
provides  the  information  and  analysis  that  is  now  available  on 
this  subject. 

Transition  to  the  MFS  will  not  change  the  overall  national 
average  payment  to  f ee-f or-service  physicians  under  Part  B,  but 
the  MFS  will,  generally,   increase  payments  for  medical  visits  and 
consultations,  decrease  payments  for  invasive  procedures,  and 
alter  the  geographic  distribution  of  payments.     The  recent  Report 
to  Congress,  entitled  "Medicare  Physician  Payment  -  Relative 
Value  Scale  for  Physician  Services,"  transmitted  to  you  October 
19,   1989,  describes,   in  detail,  the  impact  of  fee  schedules 
similar  to  the  MFS.     These  alterations  in  f ee-f or-service 
physician  payments  will  gradually  change  Medicare  payments  to 
many  eligible  risk-sharing  organizations  because  payments  to 
these  organizations  are  based  on  the  projected  per  capita 
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cost  of  services  covered  by  Medicare  for  f ee-f or-service  patients 
as  determined  by  the  AAPCC  methodology  in  a  specific  county. 
Actual  payment  is  95  percent  of  this  amount. 

To  determine  the  effect  of  the  MFS  on  payment  to  eligible  risk- 
sharing  organizations,  we  estimated  the  effects  of  the  MFS  on 
Part  B  f ee-f or-service  physicians  at  the  Medicare  payment 
locality,   extrapolated  these  results  to  20  counties  that  have  the 
largest  Medicare  eligible  risk-sharing  organization  populations, 
and  estimated  the  impact  on  the  AAPCC.     These  20  counties 
contained  67  percent  of  eligible  risk-sharing  organization 
enrollees  as  of  September  1,   1989.     Because  this  study  used  the 
Medicare  payment  locality  as  the  unit  of  observation  and  AAPCCs 
are  calculated  at  the  county  level,  an  exact  assessment  of  the 
effect  of  the  MFS  on  the  AAPCC  could  not  be  made.     The  results 
are,  however,   indicative  of  the  effects  of  the  MFS  on  AAPCCs. 

Because  of  the  way  that  payments  to  eligible  risk-sharing 
organizations  are  calculated,  there  will  be  a  substantial  lag 
between  changes  in  f ee-f or-service  payments  in  a  locality  and 
changes  in  payments  to  these  organizations.     The  AAPCC 
calculations  are  based  on  the  most  recent  5  years  of  historical 
data.     Because  of  the  delay  inherent  in  the  collection  and 
availability  of  such  data,   the  most  recent  data  used  in  the 
calculation  of  the  AAPCCs  is  3  years  old.     For  example,   the  most 
recent  data  used  in  the  calculation  of  the  1992  AAPCCs  is  1989 
data.     Consequently,  although  phase-in  of  the  MFS  will  begin  in 
1992,   this  phase-in  will  not  begin  to  affect  payments  to  eligible 
risk-sharing  organizations  until  1995.     Similarly,   although  the 
MFS  will  be  fully  implemented  for  f ee-f or-service  physicians  in 
1996,   full  impact  of  the  MFS  on  payments  to  eligible  risk-sharing 
organizations  may  not  occur  until  the  year  2003.     During  this 
8  year  period,  the  eligible  risk-sharing  organizations  will 
receive  somewhat  higher  payments  relative  to  f ee-f or-service 
physicians  in  a  county  where  the  MFS  lowered  payments  and 
somewhat  lower  payments  in  a  county  where  the  MFS  has  raised 
payments.     This  differential  impact  between  f ee-f or-service 
payment  and  eligible  risk-sharing  organization  payment  will  be 
the  greatest  in  1996.     In  that  year,  the  MFS  will  be  fully 
implemented  for  f ee-f or-service  physicians,  while  the  AAPCC  will 
be  based  on  data  from  1989  until  1993,  thereby  including  data 
from  only  2  years  of  the  MFS  phase-in  for  the  AAPCC  calculation. 
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It  is  possible  that  no  eligible  risk-sharing  organization  will 
ever  see  a  reduction  in  payment  since  any  marginal  decrease  would 
probably  be  offset  by  the  increase  in  the  United  States  per 
capita  cost,  due  to  inflation.     For  purposes  of  this  study, 
however,  we  estimated  the  effect  that  the  MFS  would  have  on  the 
20  counties  with  largest  eligible  risk-sharing  organization 
populations.     We  found  that  the  MFS  would  cause  some  changes  in 
the  payments  to  eligible  risk-sharing  organizations.     For  13  of 
the  2  0  counties  there  is  some  future  decrease  in  the  estimated 
AAPCC.     The  largest  estimated  increase  in  the  AAPCC  would  be 
5  percent  (Denver,  Colorado) ,   and  the  largest  decrease  would  be 
5  percent  (San  Diego,  California)   if  the  full  impact  of  the  MFS 
were  factored  into  the  AAPCC  in  1  year.     As  noted  earlier,  the 
effect  of  the  MFS  on  the  AAPCC  will  be  phased-in.     In  any  1  year, 
the  impact  will  be  smaller  than  the  effects  that  we  have 
estimated.     It  is  noteworthy,  however,  that  these  changes  have  no 
relationship  to  the  performance  or  efficiency  of  eligible  risk- 
sharing  organizations.     They  are  a  direct  consequence  of  changes 
in  payments  to  the  Part  B  f ee-f or-service  system.     Of  course,  how 
any  changes  brought  about  by  the  MFS  will  affect  the  operations 
of  eligible  risk-sharing  organizations  or  individual  physicians 
who  are  employed  by  these  organizations  cannot  be  determined. 

Sincerely, 

Louis  W.  SulUvaa 

Louis  W.  Sullivan,  M.D. 
Secretary 

Enclosure 


THE  SECRETARY  OF  HEALTH  AND  HUMAN  SERVICES 

WASHINGTON.  O  C  20201 


AUG  M  1990 


The  Honorable  Thomas  S.  Foley 

Speaker  of  the  House  of  Representatives 

Washington,   D.C.  20515 

Dear  Mr.  Speaker: 

Under  the  Omnibus  Budget  Reconciliation  Act  of  1989 
(P.L.   101-239),  payment  for  physicians'   services  under  Part  B  of 
Medicare  will  be  made  on  the  basis  of  a  fee  schedule,  with  phase- 
in  beginning  in  1992  and  full  implementation  in  1996.     Under  this 
schedule,  referred  to  as  the  Medicare  Fee  Schedule  (MFS) ,  payment 
for  each  service  will  be  determined  by  the  relative  value  for 
that  service,  adjusted  for  the  full  geographic  differences  in 
practice  expenses  and  malpractice  expenses,  but  only  2  5  percent 
of  the  geographic  differences  in  the  value  of  physicians'  work. 
The  law  requires  a  report  on  the  impact  of  the  MFS  on  payments  to 
eligible  organizations  with  risk-sharing  contracts  under  section 
1876  of  the  Social  Security  Act.     Eligible  organizations  are 
health  maintenance  organizations   (HMOs)   and  competitive  medical 
plans  (CMPs)   that  provide  health  care  services  to  their  enrollees 
in  return  for  fixed  predetermined  premium  payments.     The  law  also 
requires  recommendations  for  changes  in  the  methodology  used  to 
pay  eligible  risk-sharing  organizations.     The  analysis  in  the 
report  is  limited  to  the  impact  of  the  MFS.     It  does  not  include 
any  estimate  of  the  Medicare  Volume  Performance  Standard  on  the 
fee  schedule  update  and,  hence,  on  the  adjusted  average  per 
capita  cost  (AAPCC)   since  this  impact,  while  potentially 
significant,   is  inestimable  using  available  data.     This  letter 
provides  the  information  and  analysis  that  is  now  available  on 
this  subject. 

Transition  to  the  MFS  will  not  change  the  overall  national 
average  payment  to  fee-for-service  physicians  under  Part  B,  but 
the  MFS  will,  generally,   increase  payments  for  medical  visits  and 
consultations,  decrease  payments  for  invasive  procedures,  and 
alter  the  geographic  distribution  of  payments.     The  recent  Report 
to  Congress,  entitled  "Medicare  Physician  Payment  -  Relative 
Value  Scale  for  Physician  Services,"  transmitted  to  you  October 
19,  1989,  describes,  in  detail,  the  impact  of  fee  schedules 
similar  to  the  MFS.     These  alterations  in  fee-for-service 
physician  payments  will  gradually  change  Medicare  payments  to 
many"  eligible  risk-sharing  organizations  because  payments  to 
these  organizations  are  based  on  the  projected  per  capita 
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cost  of  services  covered  by  Medicare  for  f ee-f or-service  patients 
as  determined  by  the  AAPCC  methodology  in  a  specific  county. 
Actual  payment  is  95  percent  of  this  amount. 

To  determine  the  effect  of  the  MFS  on  payment  to  eligible  risk- 
sharing  organizations,  we  estimated  the  effects  of  the  MFS  on 
Part  B  f ee-f or-service  physicians  at  the  Medicare  payment 
locality,   extrapolated  these  results  to  20  counties  that  have  the 
largest  Medicare  eligible  risk-sharing  organization  populations, 
and  estimated  the  impact  on  the  AAPCC.     These  2  0  counties 
contained  67  percent  of  eligible  risk-sharing  organization 
enrollees  as  of  September  1,   1989.     Because  this  study  used  the 
Medicare  payment  locality  as  the  unit  of  observation  and  AAPCCs 
are  calculated  at  the  county  level,  an  exact  assessment  of  the 
effect  of  the  MFS  on  the  AAPCC  could  not  be  made.     The  results 
are,  however,   indicative  of  the  effects  of  the  MFS  on  AAPCCs. 

Because  of  the  way  that  payments  to  eligible  risk-sharing 
organizations  are  calculated,  there  will  be  a  substantial  lag 
between  changes  in  f ee-f or-service  payments  in  a  locality  and 
changes  in  payments  to  these  organizations.     The  AAPCC' 
calculations  are  based  on  the  most  recent  5  years  of  historical 
data.     Because  of  the  delay  inherent  in  the  collection  and 
availability  of  such  data,  the  most  recent  data  used  in  the 
calculation  of  the  AAPCCs  is  3  years  old.     For  example,  the  most 
recent  data  used  in  the  calculation  of  the  1992  AAPCCs  is  1989 
data.     Consequently,  although  phase-in  of  the  MFS  will  begin  in 
1992,  this  phase-in  will  not  begin  to  affect  payments  to  eligible 
risk-sharing  organizations  until  1995.     Similarly,   although  the 
MFS  will  be  fully  implemented  for  f ee-f or-service  physicians  in 
1996,   full  impact  of  the  MFS  on  payments  to  eligible  risk-sharing 
organizations  may  not  occur  until  the  year  2003.     During  this 
8  year  period,  the  eligible  risk-sharing  organizations  will 
receive  somewhat  higher  payments  relative  to  f ee-f or-service 
physicians  in  a  county  where  the  MFS  lowered  payments  and 
somewhat  lower  payments  in  a  county  where  the  MFS  has  raised 
payments.     This  differential  impact  between  f ee-f or-service 
payment  and  eligible  risk-sharing  organization  payment  will  be 
the  greatest  in  1996.     In  that  year,  the  MFS  will  be  fully 
implemented  for  f ee-f or-service  physicians,  while  the  AAPCC  will 
be  based  on  data  from  1989  until  1993,  thereby  including  data 
from  only  2  years  of  the  MFS  phase-in  for  the  AAPCC  calculation. 
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It  is  possible  that  no  eligible  risk-sharing  organization  will 
ever  see  a  reduction  in  payment  since  any  marginal  decrease  would 
probably  be  offset  by  the  increase  in  the  United  States  per 
capita  cost,  due  to  inflation.     For  purposes  of  this  study, 
however,  we  estimated  the  effect  that  the  MFS  would  have  on  the 
20  counties  with  largest  eligible  risk-sharing  organization 
populations.     We  found  that  the  MFS  would  cause  some  changes  in 
the  payments  to  eligible  risk-sharing  organizations.     For  13  of 
the  20  counties  there  is  some  future  decrease  in  the  estimated 
AAPCC.     The  largest  estimated  increase  in  the  AAPCC  would  be 
5  percent  (Denver,  Colorado) ,  and  the  largest  decrease  would  be 
5  percent  (San  Diego,  California)   if  the  full  impact  of  the  MFS 
were  factored  into  the  AAPCC  in  1  year.     As  noted  earlier,  the 
effect  of  the  MFS  on  the  AAPCC  will  be  phased-in.     In  any  1  year, 
the  impact  will  be  smaller  than  the  effects  that  we  have 
estimated.     It  is  noteworthy,  however,  that  these  changes  have  no 
relationship  to  the  performance  or  efficiency  of  eligible  risk- 
sharing  organizations.     They  are  a  direct  consequence  of  changes 
in  payments  to  the  Part  B  f ee-f or-service  system.     Of  course,  how 
any  changes  brought  about  by  the  MFS  will  affect  the  operations 
of  eligible  risk-sharing  organizations  or  individual  physicians 
who  are  employed  by  these  organizations  cannot  be  determined. 

Sincerely, 

LouIbW.  Sullivan 

Louis  W.  Sullivan,  M.D. 
Secretary 
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TECHNICAL  ISSUES  IN  THE  CALCULATION  OF 
THE  EFFECT  OF  THE  MEDICARE  FEE  SCHEDULE  ON  MEDICARE 
PAYMENTS  FOR  COUNTIES  WITH  LARGE  ELIGIBLE 
RISK-SHARING  ORGANIZATION  POPULATION 

This  enclosure  describes  the  methodology  used  to  simulate 
the  effects  of  the  Medicare  Fee  Schedule  (MFS)  to  Medicare 
payments  to  physicians. 

Modeling.     The  formula  used  to  simulate  f ee-f or-service  payments 
for  each  procedure  under  the  MFS  is: 

Payment=( RVU„^+RVU^^+RVU„p) *Conversion  Factor*Geographic  Adj. 
Factor 

where 

RVU^vc  is  the  work  value  derived  from  the  Resource-Based 

Relative  Value  Scale  (RBRVS)^  study , 

denominated  in  dollars, 
RVUoh  is  the  relative  value  for  overhead  expenses, 

denominated  in  dollars, 
RVU^p  is  the  relative  value  for  malpractice  expenses 

denominated  in  dollars. 

The  Geographic  Adjustment  Factor  is  a  procedure-specific  and 
locality-specific  factor  that  adjusts  payments  based  on  the  full 
geographic  differences  in  overhead  expenses  and  malpractice 
expenses  and  25  percent  of  the  geographic  differences  in  the 
value  of  physicians'  work.^ 

The  Conversion  Factor  is  a  number  that  ensures  that 


^Hsiao,  W.C.,  Braun,  P.,  Becker,  E.  et  al.:  A  National  Study 
of  Resource-Based  Relative  Value  Scales  for  Physician  Services. 
Final  report:  Cooperative  Agreement  No.   17-C-98795/1-03 . 
Presented  to  the  Health  Care  Financing  Administration 
September  27,  1988. 

^The  geographic  adjustment  factor  is  composed  of  geographic 
indices  for  work,  practice  expenses  net  of  malpractice  expenses, 
and  malpractice  expenses.    These  indices  are  calculated  at  the 
Medicare  payment  locality  level  and  measure  the  cost  of  a 
marketbasket  of  goods  in  a  given  locality  relative  to  the 
national  average.     The  national  value  for  each  index  is  1.0.  If 
an  area  has  a  work  index  value  of  1.5,  since  only  25  percent  of 
the  geographic  difference  in  the  value  of  work  is  included  in  the 
fee  schedule,  the  effective  value  is  reduced  to  1.125. 
Conversely,  if  a  value  for  a  locality  is  .5,  the  effective  value 
becomes  .875.     This  has  the  effect  of  reducing  geographic 
variation  in  the  value  of  physician  work. 


physician  Part  B-'payments  under  this  system  are  equal  to  those 
that  would  have  occurred  under  the  current  customary,  prevailing, 
and  reasonable  (CPR)  system  that  is  now  used  to  pay  fee-for- 
service  physicians  under  Medicare. 

The  simulations  estimated  the  effect  of  the  fully 
implemented  MFS  on  f ee-f or-service  Part  B  allowed  charges  to 
Medicare  payment  localities.     Since  these  charges  comprise 
25  percent  of  combined  Part  A  and  Part  B  outlays,  they  can  be 
used  to  generate  estimates  of  changes  in  outlays  and, 
consequently,  the  adjusted  average  per  capita  cost  (AAPCC)  rates. 


Limitations  of  the  Simulation. 

1.  The  RBRVS  study  included  only  18  specialties, 
representing  approximately  67  percent  of  physician  Part  B  allowed 
charges.   In  addition,  the  study  generated  relative  values  for 
approximately  1,200  CPT  codes.     The  simulations  included  only  12 
specialties.     One  significant  omission  was  anesthesiology,  which 
was  omitted  because  the  RBRVS  study  did  not  extrapolate  relative 
values  for  that  specialty.     We  have  assumed  that  including  these 
other  specialties  would  not  alter  the  results. 

2.  The  law  mandates  that  the  independently  produced  relative 
value  scales  for  radiology  and  anesthesia  should  be  merged  into 
the  MFS,  but  these  scales  have  not  been  used  in  the  simulation. 

3.  Global  fees  are  fees,  generally  surgical,  that  include 
fees  for  services  from  some  time  before  the  procedure  itself 
until  some  time  afterward.  The  RBRVS  study  did  not  appropriately 
derive  relative  work  estimates  for  procedures  that  are  paid  using 
global  fees.     To  calculate  global  fees  for  surgical  procedures, 
we  increased  the  RBRVS  work  values  by  10  percent  for  all  surgical 
procedures.  HCFA  has  not  yet  generated  work  values  for  the 
package  of  services  that  would  be  included  in  a  global  fee. 

4.  The  simulations  were  performed  at  the  Medicare  locality 
level.     AAPCC  calculations  are  performed  at  the  county  level. 
The  results  presented  here  show  the  locality,  the  county  of 
interest  that  is  included  in  that  locality,  and  the  estimated 
percent  change  in  Part  A  and  Part  B  payments  in  that  locality, 
comparing  CPR  to  the  MFS.     If  the  distribution  of  f ee-f or-service 
physician  services  in  the  locality  is  not  similar  to  the 
distribution  in  the  county  of  interest,  then  the  change  in 
allowed  charges  for  the  locality  may  not  be  representative  of  the 
county.     For  example,  if  f ee-f or-service  physicians  in  Denver 
performed  a  substantially  greater  proportion  of  invasive 
procedures  than  f ee-f or-service  physicians  in  the  rest  of  the 
locality,  then  the  AAPCC  for  Denver  might  increase  by  slightly 
less  than  the  AAPCC  for  other  counties  in  Colorado. 
Additionally,  if  there  are  several  localities  in  a  county,  then 
the  results  may  be  less  reliable. 
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5.  Physician'f ee-f or-service  outlays  represent  25  percent  of 
the  national  combined  Part  A  and  Part  B  outlays.     This  percent 
was  used  in  the  calculation  of  changes  in  allowed  charges  to 
localities.     In  counties  where  this  is  not  the  case,  estimated 
effects  could  vary  by  as  much  as  2  percent. 

Data .     The  simulations  used  the  procedure  file  of  the  1987  Part  B 
Medicare  Annual  Data.     This  file  contains  aggregated  data  on  each 
procedure  for  each  specialty  and  locality,  allowing  aggregated 
analyses.     All  allowed  charges  were  updated  to  1988  using  the 
1988  prevailing  charge  file.     Frequencies,  however,   are  those  for 
1987.     Overpriced  procedure  cuts  mandated  by  Omnibus  Budget 
Reconciliation  Act  of  1989  were  not  included  in  the  simulations. 

Results .  Table  1  shows  the  results  of  the  locality  simulations  on 
counties  that  have  the  largest  number  of  eligible  risk-sharing 
organization  enrollees.     These  results  show  that  the  effect  of 
the  MFS  depends  on  the  location  of  the  the  organization.  Some 
localities  will  gain  and  some  will  lose.     The  direction  of  the 
effect  on  localities,  and  counties,  is  similar  to  that  reported 
in  the  recent  Report  to  Congress.^    The  magnitude  of  the  change 
is  much  smaller,  however,  because  f ee-f or-service  physician 
allowed  charges  are  only  25  percent,  nationally,  of  total 
Medicare  allowed  charges.     These  simulations  estimate  that 
eligible  risk-sharing  organization  payments  in  Los  Angeles  county 
would  decrease  by  slightly  more  than  3  percent,  while  payments  in 
Hennipin  county  would  increase  by  slightly  more  than  3  percent. 


^HHS :  Report  to  Congress;  Medicare  Physician  Payment  - 
Relative  Value  Scales  for  Physician  Services.  Department  of 
Health  and  Human  Services,  Washington,  D.C.,  1989. 


PAYMENT  FOR  ELIGIBLE  RISK-SHARING  ORGANIZATIONS 


The  Medicare  program  pays  monthly  per  capita  payments  to  eligible 
organizations  with  risk-sharing  contracts.     To  determine 
appropriate  payments,  enrollees  are  assigned  to  demographic 
classes  on  the  basis  of  age,  sex,  and  Medicare  entitlement 
status,  institutionalization  and  Medicaid  status.     The  annual 
rate  of  payment  for  each  enrollee  is  set  at  95  percent  of  the 
AAPCC. 

The  AAPCC  is  an  estimate  of  what  an  enrollee  in  an  eligible  risk- 
sharing  organization  would  have  cost  Medicare  had  the  person  been 
provided  Medicare  services  under  f ee-f or-service .     Calculation  of 
the  AAPCC  is  done  in  four  steps.     First,  the  national  average  per 
capita  costs  (USPCC)  to  the  Medicare  program  are  projected  for 
the  calendar  year  under  consideration,  including  claims 
processing  expenses.     The  USPCCs  are  developed  separately  for 
Part  A  and  Part  B  and  are  developed  separately  for  the  aged,  the 
disabled,  and  those  with  end-stage  renal  disease.     Second,  after 
USPCCs  have  been  determined,  national  costs  are  adjusted  to  the 
county  level  based  (separately  for  Part  A  and  Part  B)  on  the 
historical  relationship  between  national  per  capita  cost  and 
county  per  capita  cost.     These  calculations  are  performed 
separately  for  the  various  demographic  groups.     Third,  county  per 
capita  costs  are  adjusted  by  removing  eligible  organization 
enrollments  and  incurred  costs.     Finally,  the  recalculated  county 
per  capita  costs  are  converted  into  rates  that  vary  according  to 
certain  demographic  variables:  age,  sex.  Medicaid  status,  and 
institutional  status. 
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